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Students’ Department
H. P. Baumann, Editor
Ohio C. P. A. Examination
The following question in auditing was set by the Ohio state board of ac­
countancy in the November, 1932, examinations:
Question:
You have been engaged to audit the books of a manufacturing company. 
(a) Give journal entries and explanations. (b) Write audit report explaining 
your verification and adjustment of each asset and liability. (c) Prepare 
balance-sheet as of December 31, 1931, properly classified. You are privileged 
to make reasonable assumptions whenever necessary, provided notice thereof is 
contained in your solution.
Petty cash
Cash on hand $195; vouchers duly signed for the following: freight and ex­
press $15, office salaries $20, postage $12, unaccounted for $8, counted as of 
December 31, 1931.
Cash on deposit
Audit commenced January 31, 1932. The bank statement on that date 
showed a balance of $12,210. Cheques not presented to the bank for payment 
—No. 210 for $150, No. 212 for $42, and No. 213 for $50. During the period 
from December 31, 1931, to January 31, 1932, the following transactions 
occurred:
Total deposits............................................................... $ 12,052.50
Bank charges................................................................. 12.00




The debit balances included the following: 
Officer’s personal account......................................... $ 10,000.00
Employees’ accounts..................................................... 3,205.00
Due on stock subscriptions.......................................... 15,000.00
Consignment accounts (credited to sales at cost).... 22,450.00
The allowance for bad accounts has been estimated to be $22,000. Notes 
receivable were $9,000. Consignee reported no sales to December 31, 1931.
Inventory






Burden 100% of labor.................................................... 4,500.00
An invoice of $3,300 for materials in transit December 31, 1931, has been in­
cluded in the accounts payable but not included in the inventory.
Included in sales is $6,000 of finished goods also included in inventory. Bill­
ing was dated December 28, 1931.
Machinery and equipment
Factory building and equipment cost $150,000. There has been set up 
$45,000 depreciation reserve. An appraisal made shows the replacement cost 
as $220,000 and the depreciated sound value at $180,000.
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Separate account called “New factory building” shows $28,000. This 
building is now being used but you find in the minutes that a contract was given 
the construction company for $35,000.
Treasury stock
The company acquired January 1, 1931, 200 shares of its own stock for 
$17,000 and received 8 per cent. dividend declared December 28, 1930, to 
stockholders of record January 2, 1931.
Insurance
Life insurance on officers of the company—cash surrender value January 1, 
1931, $3,220; premium paid December 31, 1931, $780; additional surrender 
value $300.
Unexpired general insurance $2,850.
Accounts payable and accrued accounts
Trade creditors.............................................................. $ 48,650.00
Accrued payroll............................................................. 3,850.00
Taxes—59% federal income......................................... 6,684.00
Damage claim—In litigation........................................ 2,500.00
Notes receivable discounted......................................... 6,000.00
(bank reported $1,500 of these notes paid prior to 
December 31, 1931)
Accrued attorney’s fees on damage claim.................... 350.00
Bonds payable
Bond issue dated June 1, 1926, $100,000 6 per cent., 20-year, sinking fund 
established to retire these bonds. Indenture provided that the trustee could 
purchase these bonds whenever they could be obtained at a price not to exceed 
94, and the trustee purchased and retired bonds at a face value of $20,000 at 93 
on June 1, 1931.
Capital stock
Outstanding stock $250,000 at $100 par value has been changed to $150,000 
7 per cent. preferred $100 par value and 2,000 shares of no par value. The 
transfer has been made and new stock is outstanding as of December 31, 1931. 
The transfer was made on the basis of 1 shares of preferred and 2 shares of no 
par stock for each 2 1/2 shares of the original issue.
Solution:
(a) Adjusting journal entries 
December 31, 1931 
(1) 
Surplus................................................................. $ 55.00
Petty cash..................................................... $ 55.00
To charge surplus account (1931) with the 
following petty cash expense vouchers carried 
in the petty cash fund on December 31, 1931:





Since the audit commenced on January 31, 1932, it is assumed that it was not 
possible to supervise the mailing of statements to customers as of December 31, 
1931, for purposes of confirmation. Also, since the petty cash was counted as 
of December 31, 1931, it is assumed that the notes receivable on hand were 




Due from officer................................................... $ 10,000.00
Due from employees............................................ 3,205.00




To segregate amounts due from officer and 
employees; from stockholders for stock sub­
scriptions; and to set up as an inventory, the 




It is assumed that the unpaid stock subscriptions do not represent old, 
uncalled (and-not-likely-to-be-called) balances, but amounts not yet due on 
subscriptions, since the problem indicates that the old outstanding stock of 
$250,000 (which was exchanged for new preferred and common) was the total 
authorized.
As the problem specifies certain items which were included in the debit 
balances of accounts receivable without including the notes receivable of 




Reserve for bad debts.................................. $ 22,000.00
To provide a reserve for the estimated loss 
on uncollectible accounts as at December 31, 
1931.
(4)
Materials in transit............................................. 3,300.00
Surplus..........................................................
To record the inventory of materials in transit 
as at December 31, 1931. The invoice for 




Inventory of finished goods.........................
To eliminate from the inventory of finished 
goods at December 31, 1931, the merchandise 
sold on December 28, 1931.
3,300.00
6,000.00
It is assumed that the title to these goods actually passed on December 28, 
1931 (the billing date), and that the inventory valuation was found to be 
$6,000. If, however, title had not passed, and the billing price was $6,000, the 
correcting entry should be:
Surplus............................................. $6,000.00
Accounts receivable..................................... $ 6,000.00
To reverse the sale incorrectly recorded on
December 28, 1931.
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(6)
New factory building........................................... $
Construction Company................................
To record the liability for the balance due on 
the contract to construct the new factory 
building. The total cost is $35,000 of which 




To reduce the cost of the treasury stock (200 
shares, par value $100 per share) purchased on 
January 1, 1931, for $17,000 by the amount 





The Ohio statutes provide, generally, that the “purchases of a corporation’s 
own shares must be made out of surplus.” As the purchase price of $17,000 
included the right to the dividend of 8 per cent. declared on December 28, 1930, 
the cost of the stock should be considered as $15,400 ($17,000-$1,600).
(8)
Cash surrender value of life insurance............... $
Unexpired insurance............................................
Surplus..........................................................
To record increase in cash surrender value of 
life insurance (assuming that premium was 
















Notes receivable discounted................................ 1,500.00
Notes receivable...........................................
To reverse discounted notes paid by makers 




To accrue one month ’s interest on $80,000 of 6% 
bonds (on the assumption that interest is paya­






Capital stock........................................................ $ 250,000.00
7% preferred stock....................................... $150,000.00
Common stock—no-par value..................... 100,000.00
To record change of capitalization—11/2
shares of preferred and 2 shares of no-par
stock issued for each 21/2 shares of common.
No entry is required for the exchange of the 200 shares of old stock in the 
treasury for new stock (120 shares preferred, 160 shares common).
The foregoing adjustments would require an adjustment of the accrual made 
by the company for 1931 income taxes; however, the amount of this required 
adjustment can not be determined, since we do not know (for example) whether 
the company files on the reserve basis with regard to bad debts, nor do we 
know what portion of the $22,000 bad debt adjustment applies to the year 1931.
Working papers for preparation of balance-sheet
The December 31, 1931, balances entered in the following working papers are 
stated in the problem, with the exception of the following items, which are 
computed below:
Cash on deposit:
Bank balance, January 31, 1932.............




Book balance, January 31, 1932.............
Add:
Total cheques drawn, January............
Bank charges, January........................
Total.........................................................
Deduct: total deposits, January...............













.......  50.00 242.00












.......  $ 18,200.00
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Sinking fund assets:
On June 1, 1931, the sinking-fund trustee expended $18,600 for the ac­
quisition and retirement of bonds. While the basis of contributions to the 
fund is not stated, the situation clearly calls for some assumption of facts; 
and, since these are 20-year bonds in the original amount of $100,000, it is 
assumed in this solution that annual deposits of $5,000 were made, beginning 
June 1, 1927, and all question of interest is disregarded.
Total deposits to December 31, 1931......... $ 25,000.00
Cost of bonds acquired................................ 18,600.00
Balance, December 31, 1931........................ $ 6,400.00
Surplus:
Surplus is inserted in the trial balance as the balancing figure.
(b) In requiring an audit report “explaining your verification and adjust­
ment of each asset and liability,” the examiners evidently had in mind the 
“balance-sheet comments” section of an audit report. The remaining sections 
of the typical report—those dealing with a comparison of financial condition 
and working capital position, trend of operations, application of funds, etc.— 
can not be prepared from the data given. With this explanation, the following 
should meet the requirements of part (b):
Board of Directors, X Company.
Gentlemen: We have made an examination of the accounts and records of X 
Company for the year ended December 31, 1931. We submit herewith our 
report, consisting of comments and the following described exhibits and 
schedules:
Exhibit A—Balance-sheet, December 31, 1931





The cash on deposit was verified by reconciliation of the bank account, sup­
plemented by a confirmation from the depositary. The bank account was also 
reconciled as of January 31, 1932 (the date of commencing the audit), and 
intervening transactions were examined.
Petty cash—$195.00
The petty cash was verified by actual count on December 31, 1931.
Notes receivable—$3,000.00
This amount represents the face value of customers’ notes received, less notes 
discounted, as shown by the following schedule (in which the maturity of the 
notes is also indicated):
Maturity Total Discounted On hand
January, 1932...................................... $ $ $
Etc........................................................




































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































.. 100,000.00 (11) 100,000.00 $346,140.00 $346,140.00 $534,248.05 $534,248.05
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We obtained written confirmations from the payors of all of the above notes.
We examined the $3,000 of notes on hand in conjunction with our count of the 
cash on December 31, 1931, and we obtained confirmations from the bank with 
respect to the $4,500 of notes discounted. We determined that all of the notes 
arose from the ordinary operations of the business.
Accounts receivable—trade—$139,100.55
Reserve for bad debts—$22,000.00
We ascertained that the total of the balances in the individual customers’ 
accounts corresponded with the general ledger controlling account, and that the 
total of $139,100.55 includes no accounts with officers or employees, and no 
accounts arising from any other source than the sale of merchandise. We 
examined the shipping records to see that sales billed represented actual ship­
ments of merchandise.
The following schedule indicates the age of the accounts on December 31, 
1931, and the collections thereon to February—, 1932:
Uncollected
Month of billing
Collected to on 
February—, February—, 
Total 1932 1932
Total..................................... $139,100.55 $ $
The greater part of the company’s sales are made on terms of 1/10, net 60.
Accounts past due and uncollected on February—, 1932, were reviewed with 
officials of the company, and the correspondence files and credit information 
thereon were examined. In our opinion the reserve of $22,000 for bad debts 
is an adequate provision for normal losses on the collection of these accounts.
Inventories—$135,330.00
The above total may be detailed as follows:
Finished goods: 
On hand............................................................ $62,880
In hands of consignees.......................................... 22,450 $ 85,330
Goods in process........................................................ 18,200
Raw materials: 
On hand.............................................................. $28,500
In transit................................................................ 3,300 31,800
Total................................................................... $135,330
We satisfied ourselves as to the accuracy and efficiency of the methods fol­
lowed by the company in listing and pricing the inventory. We made thorough 
tests of footings and extensions. We checked the inventory sheets against 
stores ledgers, production orders, and stock records for verification of quan­
tities, prices, and values, and satisfactorily reconciled all material differences. 
We traced the work in process into the January, 1932, production records, and 
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verified the quantities of some of the larger items of finished goods by count at 
the time of our audit and examination of the production and shipping records 
since December 31, 1931.
Raw material prices were determined to be at the lower of cost or market by 
examination of recent invoices and market quotations. The prices of manu­
factured goods were verified by examination of the cost system, which was 
found to be accurate and to be coordinated with the general accounting records.
The receiving records and the voucher register were examined to see that 
goods purchased prior to December 31, 1931, were included in the purchases 
and the inventory. Shipping and sales records were examined to see that goods 
billed to customers were not inventoried. Merchandise out on consignment 
was verified by a confirmation from the consignee; it is carried in the accounts at 
cost.
In addition we obtained a certificate from an official of the company to the 
effect that all quantities were determined by actual count, that all merchandise 
included was the property of the company, that the inventory was subject to no 
liens or encumbrances, and that in pricing the inventory due consideration was 
given to obsolete and defective stock.
Sinking fund assets—$6,400.00
The above amount was verified by a confirmation from the X Bank, sinking- 
fund trustee. By the terms of the indenture of its bond issue, the company is 
required to make annual deposits with the trustee sufficient to provide for the 
retirement of the bonds at maturity (or prior to maturity, whenever bonds can 
be purchased at 94 or less).
The changes in this account during the year are shown below:
Balance, December 31, 1930.......................................... $20,000.00
Deposit, June 1, 1931..................................................... 5,000.00
Total........................................................................ $25,000.00
Expended for the purchase of bonds—June 1, 1931: 
$20,000 at 93............................................................. 18,600.00
Balance, December 31, 1931........................................... $ 6,400.00
Cash surrender value of life insurance—$3,520.00
We adjusted the cash value for the increase during 1931, as shown by the 
terms of the policies. We obtained a confirmation from the insurance company 
stating that the company is the beneficiary under the policies.
Due from officer—$10,000.00
Due from employees—$3,205.00
The above accounts were confirmed by the officer and the employees.
Stock subscriptions receivable—$15,000.00
The subscription agreements were examined, and confirmations of the 
amounts due were obtained from the individual subscribers.
Office supplies inventory—$2,700.00
We verified the clerical accuracy of the inventory, tested the prices against
384
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current invoices, and compared the quantities shown with the quantities on 
hand at the time of our examination.
Prepaid insurance—$3,330.00
We prepared a schedule of all insurance in force and checked it against the 
company’s insurance register. The above total of $3,330 is properly charge­
able to future operations.
New factory building—$35,000.00
This building was constructed and put into use in 1931; no depreciation was 
taken thereon during the year. The construction contract, in the above 
amount, was approved by the board of directors of the company.
Factory building and equipment—$150,000.00
Reserve for depreciation-—$45,000.00
An analysis of the changes in the above accounts during the year follows:
Depreciation
Asset reserve
Balances, December 31, 1930............................ $ $
Additions............................................................
Disposals............................................................ * *
Depreciation for the year..................................
Balances, December 31, 1931............................ $150,000.00 $45,000.00
The appraisal of the . . . Company as of December 31, 1931, indicates 
replacement cost new of $220,000 and a depreciated sound value of $180,000.
We satisfied ourselves that all additions and disposals during the year were 
authorized and correctly treated in the accounts. We scrutinized the repair 
and maintenance accounts to determine that no capitalizable items were 
charged to expense.
Trade creditors—$48,650.00
We ascertained that the total of the open vouchers on December 31, 1931, 
corresponded with the above total shown by the controlling account at that 
date. We sent letters to all suppliers with whom the company did business 
during the past year, with the request that the company’s liability on December 
31, 1931, be reported directly to us. As of the date of rendering this report, 
replies had been received confirming $-------- of the $48,650 total, with no sub­
stantial differences reported.
We examined creditors’ statements, the voucher record and check register for 
January, 1932, and the receiving records both prior and subsequent to Decem­
ber 31, 1931, to determine that all liabilities of the company were reflected by 
the books on December 31, 1931.
Construction company—$7,000.00
The above amount represents the balance due the construction company 
under the contract for the construction of the new factory building, as con­
firmed by that company.
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Accrued payroll—$3,850.00
This accrual, computed by the company, was verified by examination of time 
cards and payroll records for the first week of January, 1932.
Accrued taxes—$6,684.00
This amount may be detailed as follows:
Federal income taxes—1931............................................. $3,944.00
Etc.....................................................................................
Total.............................................................................. $6,684.00
We verified the accruals set up by the company by examination of prior years’ 
tax bills, current year’s returns and assessment rates, and tax laws and regula­
tions.
Damage claim in litigation—$2,500.00
Accrued attorney’s fees thereon—$350.00
We are informed by the company’s counsel that the maximum liability on 
the damage claim is $2,500; counsel also confirmed the amount of fees accrued 
to December 31, 1931.
Accrued bond interest—$400.00
This represents one month’s interest on $80,000 of 6 per cent. bonds.
Customers’ credit balances—$2,755.60
This amount represents the sum of all credit balances in customers’ accounts.
Bonds payable—$80,000.00
We examined a copy of the mortgage and trust deed securing the bond issue, 
and ascertained that the company is fulfilling the obligations that it assumed 
thereunder.
We received a certificate from the transfer agent (who is also the sinking-fund 
trustee) stating that all sinking-fund deposits and interest payments have 
been made to December 31, 1931. The certificate also stated that $20,000 




The capitalization of the company was changed during the year from $250,000 
of $100 par value common stock to $150,000 of 7 per cent. preferred stock of $100 
par value and 2,000 shares of no-par value common stock; 11/2 shares of pre­
ferred and 2 shares of new common were issued for each 21/2 shares of the old 
common.
The 200 shares of old stock acquired for the treasury on January 1, 1931, at a 
cost of $15,400 were thus converted to 120 shares of preferred and 160 shares 
of no-par common.
We examined the corporate minutes for the directors’ and stockholders’ 
approval of the change in capitalization, and we inspected the authorization 
from the secretary of state. We ascertained that the treasury stock had been 
acquired in a manner and for a purpose permitted by statute.
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The stock certificate stubs and stock ledger were in agreement with the gen­
eral ledger as to the number of shares issued. The shares in the treasury were 
submitted for our inspection.
Earned surplus—$60,558.45
The changes in earned surplus during the year are detailed in exhibit B. 
By reason of the acquisition of treasury stock in 1931, $15,400 of this surplus 
is not available for dividends.
Minutes
The minutes of all directors’ and stockholders’ meetings during the year were 
submitted for our inspection, and we found that all action taken therein had 
been properly reflected in the accounting records.
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